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Since 1990s, major central banks in the world have witnessed an obvious change 
of the monetary policy environment. On the one hand, i flation has been well under 
control and monetary policy has well achieved the objective of price stability. On the 
other hand, asset prices manifest high volatility. In particular, asset price booms 
always occur in a low and stable inflation environment. This “new environment” 
poses challenges to monetary policy. According to the traditional monetary analysis 
framework, which is represented by Bernanke and Gertler (1999, 2001), asset price 
booms can affect the central bank’s expected inflaton arget. So, the policy of 
inflation forecast targeting can stabilize inflation, and automatically stabilize the asset 
prices. However, the coexistence of high asset prices and low inflation, at least shows 
that asset price booms do not definitely affect the central bank’s inflation target. In 
this environment, if the inflation-targeting central bank still only concerns with the 
low and stable inflation levels, and neglects the asset price booms, then, monetary 
policy is likely to fall into a “dilemma”.  On the one hand, the inflation-targeting 
monetary policy attempts to stabilize inflation with a loose monetary environment, 
however, on the other hand, the loose monetary enviro ment would amplify the rise in 
asset prices, furthermore, would destroy the central bank’s long-term goal of price 
stability and macroeconomic stability.   
Many researchers at home and broad have studied the relationship between asset 
prices and monetary policy. However, researches which focus on the phenomenon that 
assts price booms always occur in a low and stable inflation environment are rare. 
Furthermore, related analysis concerned with this penomenon, mainly stay in the 
level of empirical description and logical reasoning, lacking a more theoretical 
appraisal. This paper bases on the theoretical framework of dynamic stochastic 
general equilibrium model, and introduces news shock t  reflect the agents’ optimistic 
expectations of future technology improvement. We study the relationship between 















reasons why asset price booms always occur in a low and stable inflation environment. 
We also analyze the dilemma faced by monetary policy in stabilizing inflation and 
asset prices, and try to provide some useful suggestions for monetary policy to avoid 
falling into the dilemma. We analyze and interpret specific economic phenomenon 
based on a new theoretical perspective, and provide some useful suggestions for 
central banks to improve the performance of monetary policy. Therefore, this paper 
has a relative strong theoretical and practical significance. The main work we do in 
this paper can be summarized as follows: 
Firstly, the coexistence of high asset prices and low inflation indicates that the 
increase in demand which corresponds to asset pricebooms does not smoothly push 
inflation to rise. We construct a simple DSGE model, and introduce news shock to 
reflect agents’ optimistic expectations about future technology improvement. We 
study the reasons why, in some cases, demand expansion is not accompanied by rising 
inflation. 
The results show that, in the presence of price stickiness, firms’ price decision is 
forward-looking. Price is the sum markup of current a d expected future production 
costs. Optimistic expectations about future technology increases current demand, 
which generates an upward pressure on current inflation. Meanwhile, optimistic 
expectations lead firms to expect future production c sts will fall, which generates a 
downward pressure on current inflation. Within certain ranges of parameter values, 
the downward pressure exceeds the upward pressure, leading the model economy to 
show up a coexistence of demand expansion and low inflation. Therefore, this simple 
DSGE model can explain why demand expansion is not accompanied by a 
corresponding rise in inflation from the perspective of price stickiness and optimistic 
expectations. Furthermore, results show that, with the optimistic expectations, 
inflation-targeting monetary policy cannot effectively stabilize output and inflation. 
Secondly, after the theoretical explanation of the co xistence of high demand and 
low inflation, we continue to analyze the asset price booms behind the demand 
expansion. We extend the simple DSGE model, introducing capital and more real 
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expectation-driven business cycle, and analyze the impacts of monetary policy on 
asset price volatility, revealing the dilemma monetary policy faced between the 
stabilization of inflation and asset prices. 
Our results show that, under news shock, standard RBC model cannot generate 
news-driven business cycle, while the extended RBC model with investment 
adjustment costs and consumption habit formation can produce the “co-movement” 
characteristic of main variables. Further extending the model by introducing price 
stickiness, wage stickiness and monetary policy, we find that this extended DSGE 
model can also generate expectation-driven business cycles. Furthermore, we find that 
comparing with the extended RBC model, this DSGE model generates large 
fluctuations and asset price booms driven by the optimistic expectations. Further 
analysis shows that in the presence of price and wage stickiness, the model economy 
manifests a coexistence of high demand and low inflat on, and then inflation-targeting 
monetary policy decreases the nominal interest rate. However, the Ramsey optimal 
monetary policy which maximizes the social welfare increases the nominal interest 
rate substantially. Therefore, the inflation-targeting policy is rather loose relative to 
the Ramsey optimal policy, leading to large fluctuations and asset price booms. In the 
model economy, monetary policy is responsible for the asset price booms. In the low 
inflation environment, inflation-targeting central bank would face a policy dilemma, 
that is to say, while the policy is trying to stabilize inflation, it would inevitably push 
up asset prices, so that asset price booms occur in a low and stable inflation 
environment. 
Thirdly, most related researches show that, there exists a tight relationship 
between asset price booms and credit expansion. If the inflation-targeting central bank 
could pay attention to the credit expansion which is ighly correlated with asset price 
booms, then it may improve the performance of monetary policy. Based on these 
considerations, we further extend the model, introducing credit market frictions 
through the “financial accelerator” mechanism. So, we build a DSGE model with the 
financial sector and analyze the relationship betwen asset prices, credit growth and 
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out of the dilemma. 
Our results show that, the financial accelerator model can also generate a 
coexistence of high asset prices and low inflation, which means that after model 
expansion, the conclusions we get before still have relative robustness. In addition, the 
credit market frictions generate relative obvious “financial accelerator” effects on 
model economy, and there exists a mutually reinforcing cycle between asset price 
booms and credit expansion, amplifying the economy fluctuations. Finally, we attempt 
to introduce credit growth into the central bank’s reaction function. Monetary policy 
not only concerns about inflation and output stabilization, but also assigns an 
independent role for credit growth. Results show that, after the introduction of credit 
growth into monetary policy rule, although the model economy still manifests a 
coexistence of high demand and low inflation driven by the optimistic expectations, 
monetary policy becomes relative cautious, with nominal interest rate declining less. 
On the one hand, this limits the policy role in further fueling economic expansions; on 
the other hand, it also prevents asset price booms t  some extent. Model economy 
shows a decline in fluctuation and asset price boom has relatively been under control. 
Therefore, introducing credit growth into monetary policy reaction function can 
alleviate the plight faced by the central bank in stabilizing both inflation and asset 
price. In addition, introducing credit growth into monetary policy reaction function, 
can also limit the “financial accelerator” effects, and break the mutually reinforcing 
cycle between asset price booms and credit expansion. We conclude that, introducing 
credit growth into monetary policy reaction function can be a possible way for the 
central banks to get out of the dilemma. 
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